UNITED STATES OF AMERICA
BEFORE FEDERAL TRADE COMMISSION

COMMISSIONERS: Timothy J. Muris, Chairman
Sheila F. Anthony
Mozelle W. Thompson
Orson Swindle
Thomas B. Leary

In the Matter of

POLYGRAM HOLDING, INC,,
a corporation,

DECCA MUSIC GROUP LIMITED,
a corporation,

UMG RECORDINGS, INC., Docket No. 9298

a corporation,
and

UNIVERSAL MUSIC & VIDEO
DISTRIBUTION CORP.,
a corporation.
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FINAL ORDER

The Commission has heard this matter on Respondents’ appeal from the
Initial Decision and on briefs and oral argument in support of and in opposition to
the appeal. For the reasons stated in the accompanying Opinion of the
Commission, the Commission has determined to affirm the Initial Decision and

enter the following order. Accordingly,
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I.

IT IS ORDERED that, as used in this order, the following definitions shall
apply:

1. “PolyGram Holding” means PolyGram Holding, Inc., its directors,
officers, employees, agents, representatives, successors, and assigns; its
subsidiaries, divisions, groups, and affiliates controlied by PolyGram Holding,
Inc.; and the respective directors, officers, employees, agents, representatives,

successors, and assigns of each.

2. “Decca Music” means Decca Music Group Limited, its directors,
officers, employees, agents, representatives, successors, and assigns; its
subsidiaries, divisions, groups, and affiliates controlled by Decca Music Group
Limited; and the respective directors, officers, employees, agents, representatives,

successors, and assigns of each.

3. “UMG” means UMG Recordings, Inc., its directors, officers,
employees, agents, representatives, successors, and assigns; its subsidiaries,
divisions, groups, and affiliates controlled by UMG Recordings, Inc.; and the
respective directors, officers, employees, agents, representatives, successors, and

assigns of each.

4. “UMVD” means Universal Music & Video Distribution Corp., its
directors, officers, employees, agents, representatives, successors, and assigns; its
subsidiaries, divisions, groups, and affiliates controlled by Universal Music &
Video Distribution Corp.; and the respective directors, officers, employees, agents,
representatives, successors, and assigns of each.

5. “Respondents” means PolyGram Holding, Decca Music, UMG, and
UMVD, individually and collectively.

6. “Commission” means the Federal Trade Commission.

7. “Audio Product” means any prerecorded music in any physical,
electronic, or other form or format, now or hereafter known, including, but not
limited to, any compadct disc, magnetic recording tape, audio DVD, audio cassette,



album, audiotape, digital audio tape, phonograph record, electronic recording, or
digital audio file (i.e., digital files delivered to the consumer electronically to be
stored on the consumer’s hard drive or other storage device).

8. “Video Product” means any prerecorded visual or audiovisual product
in any physical, electronic, or other form or format, now or hereafter known,
including, but not limited to, any videocassette, videotape, videogram, videodisc,
compact disc, electronic recording, or digital video file (i.e., digital files delivered
to the consumer electronically to be stored on the consumer’s hard drive or other

storage device).

9. “Seller” means any Person other than a Respondent that produces or
sells at wholesale any Audio Product or Video Product.

10. “Joint Venture Agreement” means a written agreement between a
Respondent and a Seller that provides that the parties to the agreement shall
collaborate in the production or distribution of Audio Products or Video Products
(including, without limitation, through the licensing of intellectual property).

11.  An Audio Product or Video Product is “Jointly Produced” by a
Respondent and a Seller when, pursuant to a written agreement between such
Respondent and such Seller, each contributes significant assets to the production
or distribution of the Audio Product or Video Product (including, without
limitation, personal artistic services, intellectual property, technology,
manufacturing facilities, or distribution networks) to achieve procompetitive
benefits. For example and without limitation, an Audio Product or Video Product
1s “Jointly Produced” by a Respondent and a Seller when (1) such product is
manufactured or packaged by such Seller and sold at wholesale by such
Respondent, or (2) such product is manufactured or packaged by such Respondent

and sold at wholesale by such Seller.

12.  “Person” means both natural persons and artificial persons, including,
but not Iimited to, corporations, partnerships, and unincorporated entities.

13.  “Officer, Director, or Employee” means any officer or director or
management employee of any Respondent with responsibility for the pricing,
marketing, or sale in the United States of Audio Products or Video Products.




14, “United States” means the fifty states, the District of Columbia, the
Commonwealth of Puerto Rico, and all territories, dependencies, and possessions
of the United States of America.

IL.

IT IS FURTHER ORDERED that Respondents shall cease and desist from,
directly or indirectly or through any corporate or other device, in or affecting
commerce (as “commerce” is defined in the Federal Trade Commission Act),
soliciting, participating in, entering into, attempting to enter into, implementing,
attempting to implement, continuing, attempting to continue, or otherwise
facilitating or attempting to facilitate any combination, conspiracy, or agreement,
either express or implied, with any Seller:

A.  To fix, raise, or stabilize prices or price levels in connection with the
sale in or into the United States of any Audio Product or any Video Product; or

B.  To prohibit, restrict, regulate, or otherwise place any limitation on
any truthful, nondeceptive advertising or promotion in the United States for any
Audio Product or any Video Product.

1.

IT IS FURTHER ORDERED that:

A. It shall not, of itself, constitute a violation of Paragraph IL.A. of this
Order for a Respondent to enter into, attempt to enter into, or comply with a
written agreement to set the prices or price levels for any Audio Product or Video
Product when such written agreement is reasonably related to a lawful Joint
Venture Agreement and reasonably necessary to achieve its procompetitive
benefits.

B. It shall not, of itself, constitute a violation of Paragraph II.B. of this
Order for a Respondent to enter into, attempt to enter into, or comply with a
written agreement that regulates or restricts the advertising or promotion for any
Audio Product or Video Product when such written agreement is reasonably
related to a lawful Joint Venture Agreement and reasonably necessary to achieve
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its procompetitive benefits.

C. It shall not, of itself, constitute a violation of Paragraph II.A. of this
Order for a Respondent and a Seller to enter into, attempt to enter into, or comply
with a written agreement to set the prices or price levels for any Audio Product or
Video Product that is Jointly Produced by such Respondent and such Seller.

D. It shall not, of itself, constitute a violation of Paragraph II.B. of this
Order for a Respondent and a Seller to enter into, attempt to enter into, or comply
with a written agreement that regulates or restricts the advertising or promotion for
any Audio Product or Video Product that is Jointly Produced by such Respondent

and such Se!ler.

~

E. It shall not, of itself, constitute a violation of Paragraph I1.B. of this
Order for a Respondent to enter into, attempt to enter into, or comply with a
written agreement, industry code, or industry ethical standard that is: (1) intended
to prevent or discourage the advertising, marketing, promotion, or sale to children
of Audio Products or Video Products labeled or rated with a parental advisory or
cautionary statement as to content, and (2) reasonably tailored to such objective.

F.  Inany action by the Commission alleging violations of this Order,
each Respondent shall bear the burden of proof in demonstrating that its conduct
satisfies the conditions of Paragraph(s) III.A., IIL.B., III.C., II1.D. and IIL.E. of this

Order.

IV.

IT IS FURTHER ORDERED that:

A.  Within sixty (60) days after the date this Order becomes final, each
Respondent shall submit to the Commission a verified written report setting forth
in detail the manner and form in which the Respondent has complied and is
complying with this Order. '

B.  One (1) year after the date this Order becomes final, annually for the
next four (4) years on the anniversary of the date this Order becomes final, and at
other times as the Commission may require, each Respondent shall file with the



Commission a verified written report:

(1)  Setting forth in detail the manner and form in which 1t has
complied and is complying with this Order; and

(2) Identifying the title, date, parties, term, and subject matter of
each agreement between any Respondent and any Seller, entered into
or amended on or after the date this Order becomes final, that: (a)
fixes, raises, or stabilizes prices or price levels in connection with the
sale in or into the United States of any Audio Product or Video
Product, or (b) prohibits, restricts, regulates, or otherwise places any
limitation on any truthful, non-deceptive advertising or promotion in

~-the United States for any Audio Product or any Video Product, other
than those Audio Products and Video Products that are Jointly

Produced.

PROVIDED, HOWEVER, that Respondents shall not be required to
identify in their reports to the Commission any agreement that: (1) was previously
identified to the Commission pursuant to Paragraph IV.B.2., and (i1) was not
amended following such previous identification.

C.  Each Respondent shall retain copies of all written agreements
identified pursuant to Paragraph IV.B.2. above; and shall file with the
Commission, within ten (10) days’ notice to the Respondent, any such written
agreements as the Commission may require.

V.

IT IS FURTHER ORDERED that each Respondent shall notify the
Commission at least thirty (30) days prior to any proposed change in the
~ Respondent such as dissolution, assignment, sale resulting in the emergence of a
successor corporation, or the creation or dissolution of subsidiaries or any other
change in the corporation that may affect compliance obligations arising out of the

Order.



VI.

IT IS FURTHER ORDERED that, for the purpose of determining or
securing compliance with this Order, upon written request, each Respondent shall
permit any duly authorized representative of the Commission:

A.  Access, during office hours and in the presence of counsel, to all

facilities and access to inspect and copy all books, ledgers, accounts,
correspondence, memoranda and other records and documents in the possession or
under the control of the Respondent relating to any matters contained in this

Order; and

B. -~ Upon five (5) days' notice to the Respondent and without restraint or
interference from it, to interview officers, directors, or employees of the
Respondent.

VII.

IT IS FURTHER ORDERED that each Respondent shall:

A.  Within thirty (30) days after the date on which this Order becomes
final, send a copy of this Order by first class mail to each of its Officers, Directors,

and Employees;

B.  Mail a copy of this Order by first class mail to each person who
becomes an Officer, Director, or Employee, no later than (30) days after the
commencement of such person’s employment or affiliation with the Respondent;

and

C.  Require each Officer, Director, or Employee to sign and submit to the
Respondent within thirty (30) days of the receipt thereof a statement that: (1)
acknowledges receipt of the Order; (2) represents that the undersigned has read
and understands the Order; and (3) acknowledges that the undersigned has been
advised and understands that non-compliance with the Order may subject the
Respondent to penalties for violation of the Order.



VIII.

IT IS FURTHER ORDERED that this Order shall terminate twenty (20)
years after the date on which the Order becomes final. '

Clark

By the Commission.

Secretary

SEAL
ISSUED: July 24, 2003

ATTACHMENT: OPINION OF THE COMMISSION



OPINION OF THE COMMISSION
BY MURIS, Chairman:
INTRODUCTION
Nessun Dorma! — None must sleep!

This Puccini aria, sung by tenor Luciano Pavarotti in the recording at the
heart of our case, announces the edict of the Chinese princess Turandot that no one
in Peking may sleep until she solves her problem. The princess has made a bad
judgment — agreeing to marry the first suitor who, at peril of death, can answer
three riddles. Although this plan once had served her purposes, someone has now
answered the riddles, and Turandot is encumbered with a product she neither
wants nor can market. She grasps at one last chance to stop the wedding, by
guessing the name of the suitor, and will stop at nothing to obtain the information.

Our story takes place not on the opera stage, but in the business world of
operatic recordings. The drama is not so stirring, and no one loses his head, at
least not literally. The story is troubling, nonetheless. Two recording companies
agree to form a joint venture to market a new recording, by three of the world’s
foremost singers, and to split the costs and profits. By itself, such an agreement,
even by competitors, is often beneficial, because it helps bring a new product to
market. Here, however, the story turns dark when it becomes apparent that the
new recording will repeat much of the repertoire of existing recordings, dimin-
ishing its marketing potential and worrying the recording companies. While other
businesses might have worked harder to develop an improved or more distinctive
product to attract greater consumer interest, our protagonists chose another route.
They agreed to restrict their marketing of competing products that they respective-
ly controlled — products that were clearly outside the joint venture they had
formed. They imposed a moratorium on discounting and promotion of those
recordings that might otherwise siphon off sales of the new product. We now
consider whether such an agreement unreasonably restrains trade in violation of
the antitrust laws. We conclude that it does.
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No analytical exercise 1s more important to U.S. competition policy than
defining the bounds of acceptable cooperation between direct rivals. Courts and
commentators have written extensively on how Section 1 of the Sherman Act, 15
U.S.C. § 1, and Section 5 of the Federal Trade Commission Act (“FTC Act”), 15
U.S.C. § 45, apply to agreements involving competitors.! The Federal Trade
Commussion (“the FTC” or “the Commission”) also has played a formative role in
the evolution of horizontal restraints jurisprudence and policy.> Our opinion in

! Comprehensive recent treatments of the relevant case law and

commentary appear in ABA Antitrust Section, Monograph No. 23, The Rule of
Reason (1999); VII Phillip E. Areeda & Herbert Hovenkamp, Antitrust Law

19 1500-12 ¢2d ed. 2003); Symposium: The Future Course of the Rule of Reason,
68 Antitrust L.J. 331 (2000). .

2 Major FTC contributions to horizontal restraints jurisprudence

include Pacific States Paper Trade Ass’n, 7 F.T.C. 155 (1923) (condemning
agreement by trade associations of paper dealers and their members to adhere to
price lists issued by the associations), enforcement denied in part and granted in
part, 4 F.2d 457 (9th Cir. 1925), rev’d in part and FTC order enforced, 273 U.S.
52 (1927); Virginia Excelsior Mills, Inc., 54 F.T.C. 455 (1957) (condemning
agreement of excelsior producers to establish common sales agent that set prices
for all producers and allocated orders according to relative productive capacity of
each producer), aff’d, 256 F.2d 538 (4th Cir. 1958); National Macaroni Manufac-
turers Ass’n, 65 F.T.C. 583 (1964) (condemning agreement among pasta
producers to fix the inputs used to make their products), aff’d, 345 F.2d 421 (7th
Cir. 1965); American Medical Ass’n, 94 F.T.C. 701 (1979) (condemning AMA’s
restrictions on truthful advertising and solicitation by its members), enforced as
modified, 638 F.2d 443 (2d Cir. 1980), aff"d by an equally divided Court, 455 U.S.
676 (1982); Indiana Federation of Dentists, 101 F.T.C. 57 (1983) (condemning
association’s efforts to prevent its members from complying with insurers’
requests for x-rays with insurance claims), enforcement denied and order vacated,
745 F.2d 1124 (7th Cir. 1984), rev’d and FTC order aff’d, 476 U.S. 447 (1986);
Superior Court Trial Lawyers Ass’n, 107 F.T.C. 510 (1986) (condemning boycott
designed to help effectuate agreement among attorneys to raise prices),
enforcement denied and remanded, 856 F. 2d 226 (D.C. Cir. 1988), rev’d and FTC
order aff’d, 493 U.S. 411 (1990); Massachusetts Board of Registration in
Optometry, 110 F.T.C. 549, 604 (1988) (condemning restrictions on optometrists’
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this matter provides our first adjudicative opportunity to revisit the issue of
competitor collaboration since the Supreme Court’s decision in California Dental
Ass 'nv. Federal Trade Commission, 526 U.S. 756 (1999) (“CDA”), and the
issuance of the Department of Justice and FTC Collaboration Guidelines.

L BACKGROUND

The Commission issued its complaint in this matter on July 30, 2001. The
complaint charges that the Respondents (hereinafter collectively referred to as
“PolyGram”) engaged in unfair methods of competition in violation of Section 5
of the FTC Act by agreeing with competitor Warner Communications Inc.
(“Warner”) to restrict price competition and forgo advertising.> The complaint
alleges that;~after forming a joint venture (whose establishment the Commission
does not challenge here) to collaborate in the distribution of audio and video
recordings of a concert by the “Three Tenors” at the 1998 FIFA World Cup for
soccer in Paris, PolyGram and Warner entered into a side agreement not to
discount or advertise their previous Three Tenors products for a period of time

price and non-price advertising); Detroit Auto Dealers Ass’n, Inc., 111 F.T.C. 417
(1989) (condemning agreement among Detroit-area automobile dealers to close
dealer showrooms on nights and weekends), aff’d in part and rev’d in part, 955
F.2d 457 (6th Cir.), cert. denied, 506 U.S. 973 (1992). In addition to developing
doctrine through adjudication, the FTC has coauthored guidelines to help build the
modern analytical framework for horizontal restraints. See Department of Justice
and Federal Trade Commission, Antitrust Guidelines for Collaborations Among
Competitors (Apr. 7, 2000) (“Collaboration Guidelines’); Department of Justice
and Federal Trade Commission, Statements of Antitrust Enforcement Policy in
Healthcare (Aug. 28, 1996); Department of Justice and Federal Trade Commis-
sion, Antitrust Guidelines for the Licensing of Intellectual Property (Apr. 6, 1995).

3 On July 31, 2001, when the Commission announced the issuance of

the complaint against Polygram, it also announced that it had accepted for public
comment a consent agreement with Warner, settling similar allegations against
Warner. On September 17, 2001, the Commission issued the final consent order
against Warner, enjoining agreements with a competitor to fix prices or limit
truthful, non-deceptive advertising or promotion for any audio or video product.
Warner Communications Inc., Dkt. No. C-4025 (Sept. 17, 2001).
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preceding and following the release of the new Three Tenors recording. The
complaint alleges that these restrictions had the effect of restraining competition
unreasonably, increasing prices, and injuring consumers.

A.  PolyGram

PolyGram is a group of vertically integrated companies, affiliated with
PolyGram N.V ., engaged in the business of producing, marketing, and distributing
recorded music and videos in the United States and worldwide. In 1998,
PolyGram comprised Respondent PolyGram Holding, Inc. (“PolyGram Holding”);
The Decca Record Company Limited (“Decca”) (now Respondent Decca Music
Group Limited); PolyGram Records, Inc. (“PolyGram Records™) (predecessor of
RespondentUMG Recordings, Inc. (“UMG”)); and PolyGram Group Distribution,
Inc. (“PGD”) (predecessor of Respondent Universal Music & Video Distribution
Corp. (“UMVD”)). IDF 7-11,23.* In December 1998, the Seagram Company Ltd.
(“Seagram”) acquired PolyGram N.V. Seagram combined the music business of
PolyGram N.V. (i.e., PolyGram) with its own music business to form Universal
Music Group. Two years later, Seagram merged with Vivendi S.A. and Canal Plus
S.A. to form Vivendi Universal S.A. (“Vivendi”). Each Respondent is now a
subsidiary of Vivendi. IDF 6, 18.

Decca 1s a music “label” that develops, acquires, and produces recorded
music. In 1998, Decca was part of the PolyGram Classics & Jazz (“PolyGram
Classics™) label group, a division of PolyGram Records. At all relevant times,

4 This opinion uses the following abbreviations:

ID - Initial Decision of the Administrative Law Judge (“ALJ”).
IDF - Numbered Findings of Fact in the ALJ’s Initial Decision
CX - Complaint Counsel’s Exhibit

RX - Respondents’ Exhibit

JX - Joint Exhibits

Tr. - Transcript of Trial before the ALJ

We adopt the ALJ’sfindings of fact to the extent such findings are not
inconsistent with this opinion.



Decca owned the copyright to the master recording of the first Three Tenors
concert (“3T1”). IDF 14.

PolyGram Classics was the PolyGram operating company responsible for
United States sales of classical music produced by PolyGram. PolyGram Classics
was responsible for marketing, promoting, pricing, and advertising 3T1 in the
United States. IDF 12, 15. PGD provided the distribution and sales force for
PolyGram Classics in the United States and executed PolyGram Classics’s
marketing strategy at the retailer level. IDF 16.

PolyGram Holding is the parent company of Respondents UMG and
UMVD, and provides services to its subsidiaries, including legal, financial,
business affairs, and human resources services. PolyGram Holding negotiated the
collaboration between PolyGram and Warner with regard to the third Three Tenors
World Cup concert (“3T3”). IDF 12-13.

B. Warner

Warner was PolyGram’s partner in the Three Tenors joint venture. Two
~Warner entities principally were involved in the conduct at issue here: Atlantic
Recording Corp. (“Atlantic”), a Warner label that operates in the United States,
and Warner Music International (“WMI”), which manages the music operations of
Warner’s operating companies outside the United States. IDF 20-22.

C.  Factual Background

The Three Tenors are world-renowned opera singers Jose Carreras, Placido
Domingo, and Luciano Pavarotti. IDF 4-5. During the 1990s, the Three Tenors
released three paired audio and video recordings derived from live concerts at the
FIFA World Cup. PolyGram acquired the rights to distribute audio and video
recordings of the first performance of the Three Tenors at the Baths of Caracalla in
Rome in 1990.° The trio’s first album became the best-selling classical record of

> Since 1990, audio and video recordings of 3T1 have been distributed
in the United States by PGD and its successor UMVD. PGD was responsible for
deciding the wholesale price and advertising strategy for 3T1 in the United States.
IDF 17.



all time. IDF 27-29. In 1994, the Three Tenors performed a second World Cup
concert at Dodger Stadium in Los Angeles. Warner acquired the rights to
distribute audio and video recordings derived from the second concert (“3T2”).
IDF 30, 32. In 1998, the Three Tenors performed a third World Cup concert in
Paris. PolyGram and Warner entered into an agreement to collaborate in the
distribution of the audio and video recordings of the third concert, with Warner
distributing 3T3 in the Umted States and PolyGram distributing it in the rest of the
world. IDF 59-60.

Upon the release of 3T2 in 1994, and until 1998, PolyGram and Warner
competed to sell their respective Three Tenors albums. IDF 34. In 1994, Warner
launched an expensive and aggressive marketing campaign to support 3T2 in the
United States and internationally. IDF 200-09. PolyGram responded to the
release of 3T2 by promoting 3T1 aggressively in the United States and other
markets, through advertising and price discounts. IDF 210-21. Sales of 3T1 audio
and video products in the second half of 1994 increased over 250% compared with
sales in the same period in 1993. JX 12. Despite the competition from 3T1, 3T2
was a business success for Warner. IDF 222. During 1996 and 1997, the Three
Tenors held concerts in Tokyo, London, Munich, New York, Johannesburg, and
Melbourne. PolyGram and Warner competed with each other throughout the
world to capitalize on these concerts as an opportunity to drive sales of their Three
Tenors products through various promotional activities. IDF 224-31. 3T1 and
3T2 were both among the best-selling classical recordings in the United States in
1994, 1995, 1996, and 1997. IDF 234.°

In 1996, PolyGram and Warner each began to negotiate separately with the
concert promoter, Tibor Rudas (“Rudas”),” for the rights to distribute the
~ recordings of the next Three Tenors World Cup concert in 1998. PolyGram did
not anticipate collaborating with Warner. IDF 54. Initially, Warner planned to
distribute 3T3 without a collaboration with PolyGram: its Atlantic label proposed

6 In 1994, 3T2 was the no. 2 and 3T1 was the no. 3 best-selling
classical album (CX 587); in 1995, 3T2 was no. 1 and 3T1 was no. 5 (CX 588); in
1996, 3T2 was no. 4 and 3T1 was no. 5 (CX 589); and in 1997, 3T1 was no. 9 and
3T2 was no. 12 (CX 590).

7 Rudas is independent of PolyGram and Warner. See CX 380.
6



to distribute 3T3 in the United States, with WMI to distribute 3T3 in the rest of the
world. IDF 52. The president of WMI, however, decided to pass on the project
because he did not think that another Three Tenors album was a good investment.
CX 366; Tr. 407-08.

At that time, Pavarotti was under contract to record exclusively for
PolyGram’s Decca label.® In 1997, Warner asked Decca to release Pavarotti from
his exclusive contract and permit him to record the 1998 World Cup concert for
Warner. Instead, PolyGram proposed that Warner and PolyGram work together on
the 3T3 project. Wamer accepted this proposal. IDF 55-56.

PolyGram and Warner were very concerned that the new Three Tenors
album, scheduled for release in August 1998, would not be as original or
commercially appealing as the 1990 and 1994 releases. IDF 73. They recognized
that the commercial success of 3T3 would depend largely on having a repertoire
that was distinct from that of the earlier Three Tenors recordings. IDF 66, 69. In
their negotiations with Rudas, PolyGram and Warner sought the right to approve a
significant part of the repertoire for the 1998 concert, but Rudas insisted that he
and the artists should control the choice of songs. IDF 67-68.° PolyGram and
Warner ultimately agreed to forgo approval of the repertoire, and the contract with
Rudas provided only that Rudas would consider “in good faith” their suggestions
as to repertoire. IDF 68, 71-72.

The collaboration between PolyGram and Warner took the following form:
In a series of contracts dated October 14, 1997, in return for an $18 million
advance and other consideration, Rudas licensed to Wamer the worldwide audio,
video, and home television rights to the 1998 concert. IDF 58. Then, in an

8 Pavarotti was also under contract to record exclusively for Decca at

the time of the 1994 3T2 concert. CX 224. In exchange for certain consideration,
Decca agreed to waive its rights and allow Pavarotti to record for Warner. IDF 33.

’ PolyGram also sought to differentiate the 1998 concert by including a
guest performer or original songs to be written by Andrew Lloyd Webber, Elton
John, Stevie Wonder, ‘or others, but these suggestions were rejected by the Three
Tenors. IDF 75-76.



agreement dated December 17, 1997, Warner licensed to PolyGram the rights to
exploit 3T3 outside of the United States, with Warner (through its affiliate
Atlantic) retaining the rights to exploit 3T3 within the United States. The contract
- provided that PolyGram would reimburse Warner for 50% of the $18 million
advance paid to Rudas, and that Warner and PolyGram would share 50-50 the
profits and losses from the 3T3 project. IDF 59-60. The contract also provided
that Warner and PolyGram would have the right to market a Greatest Hits album
and/or a Boxed Set incorporating the 1990, 1994, and 1998 Three Tenors
recordings, but the joint venture agreement did not include the marketing rights to
the existing 1990 and 1994 Three Tenors albums. JX-10-F; JX 11 at
UMGO001790 (in camera). The contract also contained a limited covenant not to
compete, which stated that neither PolyGram nor Warner would release another
Three Tenors recording for four years following the release of 3T3, unless such
release was pursuant to this agreement. The contract expressly provided, however,
that PolyGram and Warner each could continue to exploit its older Three Tenors
products. IDF 62-63. Thus, the relationship of 3T1 and 3T2 to the joint venture
was clear: ownership and marketing rights for both were outside the joint venture.

The operating companies of both PolyGram and Warner began developing
marketing campaigns for 3T1 and 3T2 in early 1998. They planned to capitalize
on the upcoming Three Tenors concert and the new album as an opportunity to
increase sales of their catalog Three Tenor products. IDF 102-05, 115-18.1°
PolyGram and Warner grew concerned, however, that competition from the
catalog Three Tenors recordings would reduce the sales of the new Three Tenors
album. As aresult, they feared that they would not recoup their $18 million
investment. Tr. 485; JX 9-E; JX 94 at 94, 96; JX 100 at 72-73 (in camera); JX
102 at 43; CX 202. In March 1998, executives of PolyGram and Warner met and
agreed to refrain from advertising or reducing prices of 3T1 or 3T2 audio or video
products in all markets in the weeks surrounding the release of 3T3. They called
this agreement the “moratorium” agreement. IDF 90-101, 107-13. Warner’s
operating companies, however, continued with plans to launch a discounting
campaign for 3T2 scheduled to run through December 1998. IDF 118. When
PolyGram learned of this, it informed its operating companies that if Warner
discounted 3T2, they were free to retaliate with price discounts on 3T1. IDF 119-

10 “Cataleg” is a music industry term that refers to older albums that a
record company continues to offer for sale. IDF 93.
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21,128, 130. By June 1998, senior management at both PolyGram and Warner
believed that the moratorium agreement was likely to fall apart. IDF 126-27, 129,
131-32.

In June 1998, PolyGram and Warner also learned that — contrary to Rudas’s
earlier statement that 3T3 would contain an all-new repertoire — the repertoire
would substantially overlap with that of the older Three Tenors concerts. IDF 79-
81, 133. This unwelcome news added to PolyGram’s and Warner’s concerns that
3T3 would lose sales to 3T1 and 3T2 and would not be commercially successful.
IDF 133-36. Later that month, PolyGram and Warner executives exchanged
reassurances that the companies would forgo discounting and advertising of 3T1
and 3T2 during the launch of 3T3. IDF 137-44, 147. PolyGram and Warner
subsequently issued written instructions to their operating companies worldwide
that forbade price discounting and advertising of 3T1 and 3T2 from August 1,
1998 through October 15, 1998. IDF 148-53.

In late July 1998, after the Paris concert but before the release of 3T3, the
legal departments of PolyGram and Warner learned of the moratorium agreement.
IDF 154. The establishment of the moratorium created evident discomfort for
PolyGram’s attorneys, who raised concerns with PolyGram’s management about
the moratorium’s legitimacy. CX 459; JX 94 at 170-79; RX 719 at 3-7. Shortly
thereafter, PolyGram sent a letter to Warner purporting to disavow.the existence of
a moratorium; likewise, at the request of its counsel, Wamer sent a letter to
PolyGram purporting to reject the moratorium agreement. IDF 156-57, 160-63.
These letters, however, were mere pretense, and the moratorium agreement
remained in effect. IDF 158-59, 163-64. The companies complied with the
moratorium. Between August 1, 1998 and October 15, 1998, neither PolyGram
nor Warner reduced the prices of or funded advertising for its respective catalog
Three Tenors products in the United States. IDF 170-76. The companies
substantially complied with the moratorium outside the United States, as well.
IDF 177-81.

In the end, 3T3 was unsuccessful. Published reviews were generally
unfavorable. IDF 167. Several music reviewers noted the overlap in repertoire
between the 1998 Three Tenors album and the earlier Three Tenors recordings.
IDF 166. Sales of 3T3 fell far short of the companies’ projections in 1997, when




they thought 3T3 would feature an all-new repertoire, and PolyGram and Warner
lost millions of dollars on the project. Tr. 522-25.

_ In 1999, Decca agreed to waive its exclusive rights to the recording services

of Pavarotti to allow him to record a Three Tenors album for Sony. In October
1999, Sony released the album — which consisted of Christmas songs derived from
a performance of the Three Tenors in Vienna — with no restriction on marketing
activities by PolyGram or Warner in support of their catalog Three Tenors albums.
IDF 196-99.

D. The ALJ’s Initial Decision

After'pretrial discovery, ALJ James P. Timony conducted a one-week trial.
Complaint Counsel called four live witnesses: Anthony O’Brien, from Atlantic;
Rand Hoffman, from PolyGram Holding; Professor Catherine Moore, the director
of the Music Business Program at New York University; and Dr. Stephen
Stockum, an economist. Respondents called no live witnesses. Both parties
introduced deposition testimony and numerous documents. The record closed on
March 20, 2002. Following post-trial motions, Judge Timony issued an initial
decision and a proposed order on June 20, 2002. Judge Timony’s decision ruled
that the moratorium agreement constituted an unfair method of competition in
violation of Section 5 of the FTC Act.

The ALJ found that the moratorium agreement — created several months
after the joint venture agreement between PolyGram and Warner — was not
ancillary to the 3T3 joint venture because it was not an integral part of the joint
venture or reasonably necessary to market the joint venture product. ID at 50-53.
Instead, the ALJ found that the moratorium was a “naked agreement to fix prices
and restrict output” that was properly subject to per se condemnation. ID at 54,
68.

The ALJ also evaluated the moratorium under an abbreviated (or “quick
look™) rule of reason analysis. He ruled that if the moratorium’s anticompetitive
effects were “obvious,” the burden would shift to Respondents to show the
procompetitive benefits of the restraint. ID at 54-55. Turning first to the
agreement not to discount 3T1 and 3T2, the ALJ concluded that this arrangement
constituted horizontal price fixing, which, as case law has recognized, “threatens
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